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Corporate Liquidations 
B Y C H A R L E S N . W H I T E H E A D 
Partner, Seattle Office 
Presented at the Western Regional Conference of the 
Controllers Institute of America, Seattle—June 1958 
IN the latter part of 1956 the W a y s and Means Committee of the House of Representatives appointed an advisory group of outstand-
ing tax lawyers, accountants, and others to review the entire subject 
of corporate distributions, l iquidations, and reorganizations. Th is 
appointment was part of a program by the W a y s and Means Commit-
tee to review many facets of the Internal Revenue Code. Correspond-
ing groups were appointed to review partnerships, estates and trusts, 
and the administrat ion of the Code in general. 
M y subject today is the report rendered to the W a y s and Means 
Committee by the group on corporate distributions and adjustments 
(Subchapter C of the Code). Th is report was rendered December 24, 
1957, and many of its recommendations are highly technical and would 
not be of general interest to this group. Moreover, the report covers 
the entire subject and would require extended comment if complete 
coverage were attempted. W h a t I propose to cover basically are the 
recommendations on corporate l iquidations, w i th brief comments on 
other matters. 
It should be recognized that the report is only in the nature of a 
suggestion, but since the group as constituted represents some of the 
outstanding tax lawyers in the country, its recommendations may wel l 
have considerable impact upon congressional thinking. A careful 
review of the contents of the report therefore w i l l provide some indica-
tion of current trends and th inking wi th reference to corporate tax 
problems. 
Perhaps the most interesting recommendations of the group are 
those regarding corporate l iquidations and the accompanying basis 
problems. Of course, these must be considered wi th provisions relating 
to collapsible corporations. Corporate l iquidations may affect many 
types of taxpayers: individuals, corporate taxpayers, and whol ly 
owned subsidiaries. The report covers al l of these different types of 
l iquidations, which w i l l be discussed separately. 
A s you all know, taxable corporate l iquidations under the present 
Code generally treat as capital gain transactions the difference between 
the assets received and the cost basis of the stock. In addition to the 
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usual provisions, Section 333 provides an optional method of taxing 
l iquidations that are completed dur ing one calendar month. In this 
type, gain on appreciation is not recognized, and earnings and profits 
are taxed as dividends. The normal l iquidation under Section 331, 
however, is the most important for purposes of general operation, and 
the usual effect of the present law is to provide a capital gain or loss 
on l iquidation. In order to avoid abuses the collapsible corporation 
provisions of Section 341 were introduced into the Code. These pro-
visions are highly technical and difficult of application and, in addit ion 
to protecting the revenue, often prohibit legitimate transactions. 
The group believes that the present l iquidation provisions of 
Section 331 requir ing the payment of a tax on l iquidation (even though 
a capital gains tax) can operate unfair ly wi th respect to the share-
holders. The report points out that no gain or loss is created by a, 
transfer of assets to a corporation in exchange for stock, but that the 
converse, namely, the distr ibution of the assets of the corporation 
back to the shareholder, results in recognition of gain or loss not only 
on corporate accumulations but also on unrealized appreciation of 
assets. The group would amend the present l iquidation provision by 
l imi t ing the recognized gain on distributions of assets in k ind to the 
basis in the hands of the corporation. Thus if in l iquidation an asset 
were distributed in k ind having a cost to the corporation of $10,000 
and a market value of $20,000, the maximum base for computation of 
gain on the l iquidation would be the corporate base of $10,000, not the 
fair market a value of $20,000. Gain would be recognized on a corporate 
l iquidation but would be recognized only to the extent of the difference 
between the cost basis of the stock to the shareholder and the value of 
the assets distributed, such value, however, being l imited to the cost 
basis of such assets to the corporation. The shareholders then would 
obtain an asset basis equal to the basis in the hands of the corporation. 
In discussing the application of the proposed rules to corporate 
l iquidations it has been assumed that there was an unrealized apprecia-
tion in assets and a gain which under the present Code would be taxed 
to the shareholders. The group's recommendation as to losses on 
l iquidation would not change present treatment; in the event that the 
fair market value of the assets distributed to the shareholder was less 
than the cost basis of his stock, a loss would be recognized to the 
shareholder even though the basis of assets in the hands of the cor-
poration was higher than their fair market value on distr ibution. The 
distributee's basis of the assets distributed would then be fair market 
value rather than corporate cost basis. 
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Under this approach Section 333, the optional l iquidation, would 
be repealed because it would be unnecessary. The principal purpose of 
Section 333 is to eliminate the capital gains tax on unrealized apprecia-
tion of assets distributed in k ind, and since the appreciation would not 
be recognized under the new theory, there would be no point in 
retaining Section 333. 
Moreover, many of the problems relating to collapsible corpora-
tions would disappear under this treatment. The collapsible corpora-
tion provisions were inserted into the Code to protect against con-
version of what otherwise would be ordinary income into capital 
gain by means of l iquidation or sales of the stock. Y o u w i l l recall that 
these provisions were the result of the moving picture company l iqui-
dations or stock sales, but subsequently in later acts the collapsible-
corporation provisions have been extended material ly and now cover 
many other types of transactions. M a n y of these are not tax avoidance 
devices but normal business transactions which are unreasonably 
penalized by the present collapsible-corporation provisions. Under 
the approach of the group the present collapsible-corporation pro-
visions would be repealed and new provisions substituted therefor to 
protect against conversion of ordinary income into capital gain. 
New collapsible-corporation provisions recommended would 
differ from the present Code in a number of respects. 
Perhaps the first and most important is that under the present 
Code the intention of the taxpayers is given consideration, but under 
the group's suggested changes the section would operate mechanically 
by certain prescribed tests. Th is would eliminate disputes over the 
intention of the parties. 
The present law covers al l gain from the sale or l iquidation of a 
collapsible corporation's stock. A l l of this gain is treated as ordinary 
income even though a considerable part of the gain might have been 
capital gain had it been realized by the corporation itself. The group 
cures this situation by suggesting that ordinary gain on sale or 
l iquidation of a collapsible corporation would result only to the extent 
that ordinary gain would have been reported by the corporation itself 
had the corporation sold the assets concerned. T o the extent that the 
sale of assets by the corporation would have produced capital gain 
the shareholder would be entitled to capital gain. 
The third difference would be to tax shareholders as capital gain 
on the items which would have resulted in capital gain if no corpora-
tion were used. Thus if the sale of an asset would have produced 
capital gain had it been owned directly by the shareholders, its owner-
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ship by the corporation qual i fy ing as a collapsible corporation would 
not result in ordinary income to the sel l ing or l iquidat ing shareholders. 
The theory here is to protect taxpayers against the present Code's 
unwarranted extension of ordinary income to items which would never 
have so qualified had the assets been held indiv idual ly by the share-
holders. 
The report contains i l lustrations showing the operation of the 
proposed collapsible-corporation provisions in cases of sales of stock 
by a shareholder and its treatment to the purchasing stockholder. T o 
the extent that the sale price represents realized gain which had been 
taxed to the corporation and items which would have been capital 
gain to the corporation, the sel l ing stockholder would realize capi-
tal gain, but to the extent that the gain arises from unrealized appre-
ciation of inventory, for example, the sale of stock would result in 
ordinary income. 
If only a portion of the stock is sold, then that port ion would be 
allocated on the same general basis. The purchaser of the new stock, 
if he then liquidates or later sells the stock, would have no gain or 
loss on l iquidation or sale unless changes in values would require 
such a recognition of gain or loss. 
In the event that assets are distributed to a shareholder of a 
collapsible corporation, not in redemption of stock, in excess of the 
earnings and profits of the distr ibut ing corporation, and such assets 
are collapsible assets, the gain ar is ing from the distr ibution would 
be taxed to the shareholder as ordinary income and he would there-
upon receive a basis equal to the value recognized as taxable in the 
distribution. If assets of a collapsible corporation are distributed 
proportionately, then no problem arises in connection wi th the de-
termination of the ordinary and capital gain. If, however, non-aliquot 
distributions are made in which certain shareholders receive non-
collapsible assets and others collapsible assets, each shareholder w i l l 
be deemed to have received his proportionate share of the ordinary 
income and his proportionate share of the capital gain. Th is would 
eliminate the possibi l i ty of al locating the ordinary income to low-
bracket stockholders and leaving the capital gain for the high-
bracket taxpayers by means of non-proportionate distributions. 
Y o u w i l l recall that under the present Code, Section 337 (that 
is the section which permits a corporation to sell assets after having 
adopted a plan of l iquidation without a taxable gain provided the 
corporation is l iquidated wi th in one year after the adoption of the 
plan) is not applicable to collapsible corporations. Under the group 
274 
plan Section 337 would be applicable to al l corporations but a com-
putation would be required to allocate the port ion of the l iquidation 
distribution that would be treated as ordinary income and the portion 
that would be treated as capital gain. 
The new provisions also permit elimination of small amounts 
from the collapsible-corporation provisions. Shareholders owning 
less than 5 per cent of the stock are excluded, subject, however, to the 
attribution rules. 
Problems occur in connection wi th part ial l iquidations which 
would be covered specifically under the group's recommendation. In 
the event that a part ial l iquidation occurs in which collapsible assets 
are distributed to one stockholder, it would be unfair to tax that 
stockholder on the entire appreciation as ordinary income and thus 
permit the remaining shareholders to escape ordinary income tax. 
Thus if a partial l iquidation or redemption is made by a collapsible 
corporation of collapsible assets, the corporation would be consid-
ered as having sold those assets to the shareholders concerned and 
it would realize ordinary income on the distribution. Under these 
provisions the shareholders affected would get capital gain only on 
the l iquidation or redemption because the corporation would have 
been treated as having sold the assets and thereby taxed at ordinary 
rates. In the event that such a redemption or partial l iquidation 
were made of non-collapsible assets the corporation would not be 
deemed to have sold the assets to the shareholder and the shareholder 
would realize capital gain or loss on the redemption or l iquidation. 
Basis provision adjustments would be made so as to assure fair treat-
ment to the corporation and to the non-aliquot recipient of corpora-
tion distributions so that there would be no unwarranted tax as 
ordinary income nor would ordinary income escape tax. 
A s might be expected, the definition of a collapsible corporation 
and of collapsible assets is changed. Under the new plan, an unreal-
ized appreciation in collapsible assets of over 15 per cent of the fair 
market value of al l assets of the corporation less l iabil i t ies would 
be required. Under present law the test is applied to total assets not 
to net assets, but the group believes that net assets is the more real-
istic yardstick. Collapsible assets would include al l assets other than 
money, property which if sold would produce a capital gain, and 
property used in the trade or business wi th an unrealized appreciation 
in al l such property (old Section 117(j) Assets) . Provisions are made 
for situations in which asset holdings may be affected by the business 
of a stockholder (for example, a real estate dealer) and the general 
275 
intention is that the use of the corporation should not benefit or penal-
ize the shareholders over what would have occurred had no corpo-
ration been used. 
In summary, the new group's recommendation provides for a 
non-recognition of unrealized appreciation on corporate l iquidations 
but a l imitat ion of gain related to the basis of assets in the hands of 
the corporation. Th is treatment removes some problems, including 
valuation problems, on l iquidat ion; it also eliminates the need for 
Section 333 and tentatively assists in the solution of the collapsible-
corporation problem presently inherent in the provisions of Section 
341 of the Code. I have not had an opportunity to think through the 
proposed changes, nor is it usually possible to do so unt i l confronted 
wi th specific problems, but at least superficially the group's approach 
would seem to simpli fy rather than to complicate the present opera-
t ion of the taxable l iquidation provisions. It is probable, however, 
that careful analysis of the report w i l l disclose new and unfamil iar 
problems which wi l l cause confusion to practitioners and taxpayers 
for a considerable period and which might result in difficulties to 
the Treasury in wr i t ing the regulations. 
The group has very few recommendations in connection wi th 
l iquidation of subsidiaries under 332 (a) or (b). It suggests as to 
332(a) (that is, the tax-free l iquidation of subsidiaries) that the 
present requirement be made elective. Th is results from a present 
requirement in the Code that the parent must continue to own at 
all times after the adoption date of the l iquidation plan unt i l the 
receipt of the property the percentage of stock which it owned at 
the date of adoption of the l iquidation plan. Court cases have ap-
proved as taxable l iquidations cases where smal l sales of the sub-
sidiary's stock have been made. Since this device is so simple the 
group feels that the application of the tax-free l iquidation to con-
trolled subsidiaries should be made elective. 
One other suggestion made is that in cases where a parent com-
pany holds over 80 per cent of the stock of the subsidiary and also 
owns claims against the subsidiary having a basis either greater or 
less than their face value, no gain or loss be realized by the parent 
upon the l iquidation of the subsidiary. Instead, the unrealized gain 
on the indebtedness (that is, the difference between the face and cost 
basis to the parent) should be applied to adjust the basis of the assets 
received by the parent on the l iquidation. Th is would apply in a 
K imbel l -D iamond l iquidation as wel l as in ordinary tax-free l iquida-
tions of subsidiaries. 
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The group also recommends that consideration be given to the 
adjustment of the percentage stock holding required in order to 
obtain an ordinary loss deduction on the worthlessness of a subsidiary. 
Under the present Code 95 per cent of the stock of the subsidiary must 
be owned at the time the stock becomes worthless. The group points 
out that this rule was introduced at a time when 95 per cent owner-
ship was required for consolidated returns, but wi th the present 
80 per cent requirement for consolidated returns, it would be best to 
reduce the percentage ownership for loss purposes correspondingly. 
Another suggestion related to the distr ibution of instalment 
obligations in a l iquidation under the K imbel l -D iamond rule. The 
general rule is that no gain or loss is recognized wi th respect to a 
distr ibution of instalment obligations if the l iquidation is made under 
Section 332 (that is, an inter-corporate l iquidat ion). If the stock of 
the corporation is purchased by another corporation in a taxable 
transaction so that the K imbe l l -D iamond rule applies, and the corpo-
ration so purchased is l iquidated wi th in two years, then the acquir ing 
corporation is not required to take over the unrealized gain in the 
instalment obligations, and the distr ibuting corporation is not taxed 
on that unrealized gain. The group would recommend recognition 
of the gain on instalment obligations to the l iquidat ing corporation. 
N o important changes were recommended in connection wi th 
Section 337, nor in connection wi th partial l iquidations under Section 
346. Clarif ication under Section 346 was suggested, so as to conform 
and coordinate those provisions wi th the redemption provisions and 
also wi th the divisive reorganization definition of active business. 
The recommendations applicable to reorganizations are highly 
technical, many of them dealing wi th boot transactions which operate 
in an area of some uncertainty under present law. N o radical changes 
are proposed by the group in connection wi th these transactions. The 
group does recommend, however, that the statutory requirement in 
a merger or consolidation contained in the present definition of a 
reorganization be el iminated; the group regards it as immaterial 
whether the merger or consolidation is consummated in conformity 
with a state law. 
The requirement that the acquir ing corporation acquire either 
stock or assets solely for voting stock contained in the present law 
(b- and c-type reorganizations) seems to the group to be unnecessary, 
and the group would merely require that the acquisit ion be for stock 
of the acquir ing corporation. Th is would include preferred stock as 
well as common stock regardless of whether the preferred stock had 
vot ing power. 
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In (c) type reorganizations (that is, acquisit ion of assets for 
stock) the group would require that the transferor corporation be 
liquidated. Under present law apparently the transferor could dis-
tribute stock of the transferee tax-free to its shareholders but at the 
same time retain boot received and continue to operate. The group 
believes that it would be best to require l iquidation wi th in a reason-
able period so that the shareholders of the transferor corporation 
would receive al l of the assets from the transferor corporation in 
l iquidation after the acquisit ion of its assets by the transferee 
corporation. 
W e now come to the provisions of Sections 381 and 382. A s you 
know, regulations have not yet been proposed or issued on either 
of these sections. It was interesting to see what suggestions the 
advisory group had wi th reference to these two provisions, both of 
which were new in the 1954 Code. 
The comments on Section 381 were relatively few and not of 
material import. Y o u w i l l recall that Section 381 specifically does 
not cover divisive reorganizations. Moreover, in cases where a 
reorganization occurs in which a subsidiary acquires assets by issu-
ance of its parent's stock there is no indication of what corporate 
attributes would be acquired by the subsidiary. Further complicating 
the situation is the case in which a port ion of the acquired assets are 
acquired by the parent and the balance by a subsidiary. A l l of these 
problems—the divisive reorganization and the allocation of assets 
within an affiliated group—have the common question of what attri-
butes, if any, w i l l be inherited by what corporation under Section 381. 
The advisory group believes that provision should be made for inheri-
tance of the tax attributes largely in accordance wi th the distr ibution 
of the assets wi th in the affiliated group or as between the corporations 
resulting from a divisive reorganization. Under present law it is 
the opinion of the group that opportunities exist for shedding 
undesirable attributes and at the same time for possible loss of 
desirable attributes in these types of transactions, and they believe 
that a statutory amendment would be desirable to clarify this area. 
They also suggest as to Section 381 that in al l cases obligations 
which would have been deductible by the transferor corporation if 
paid by it w i l l continue to be deductible by the transferee corporation 
when paid by the transferee. Th is would require a small amendment 
of the present provision of Section 381 which l imits such deductions 
to items which were not reflected in the consideration paid for the 
acquired assets. 
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The advisory group generally appeared to be quite unhappy about 
the present provisions relative to loss corporations contained in 
Section 382. It stated in part, " in fact there is a serious question 
whether they do not serve more to blueprint than to prevent avoid-
ance." 
A s you know, Section 382 is divided into two par ts ; subsection 
(a) covers taxable acquisitions of corporate stock, and subsection (b) 
covers reorganization acquisitions other than stock for stock acquisi-
tions. The present law does not coordinate the several types of 
acquisitions and there is a gap in connection wi th (b) type reorganiza-
tions which may be fol lowed by l iquidations under Section 332. 
Under Subsection (a) there is complete loss of carryovers where 
its provisions are applicable, whereas under Subsection (b) there is 
only a proportionate reduction based upon the interest of the trans-
ferors in the acquir ing corporation's stock. Moreover, under Sub-
section (b) there is no requirement of continuity of business as under 
382(a), and the inter locking and overlapping character of the provi-
sions of Sections 269 and 382 are far from clear. In other words, 
the advisory group felt that the present provisions of Section 382 
were unsatisfactory. 
The group viewed the loss-corporation acquisit ion as being a 
problem of dist inguishing between acquisitions of a going business 
and acquisitions of tax benefits. The group felt that if the principal 
purpose of acquir ing the loss corporation is the acquisit ion of its 
business, then no statutory bar should prevent such an acquisit ion, 
but if the pr imary purpose is the acquisit ion of tax losses or benefits, 
the transaction should not be al lowed. Obviously in many cases there 
is a blending of these two purposes. The advisory group's solution 
was a l imitat ion of loss-carryovers allowable to the acquir ing corpo-
ration equal to 50 per cent of the consideration paid for the loss 
corporation. Thus if a corporation had loss-carryovers of $200,000, 
at least $400,000 would have to be paid for the business in order that 
the $200,000 carryover be allowed. (Fract ional parts of the carryover 
would be allowed depending upon the price paid.) In the above 
i l lustration the tax benefits that could be derived from the carryovers 
would be only $100,000, so that the business itself must be worth the 
remaining $300,000 or it would not be acquired. Moreover, generally 
speaking the purchasers would not purchase loss-carryovers on the 
basis of 100 cents on the dollar, so that the rule proposed by the 
advisory group would prevent acquisitions of large carryovers unless 
the acquir ing corporation really wanted the business to be acquired. 
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If there was an acquisit ion of less than 100 per cent, the l imitat ion 
would operate only where there was a 50 per cent change of ownership 
and this l imitat ion would be applicable regardless of the manner of 
acquisit ion. Complications result in part ial acquisit ions, which 
require a rather involved proration of the net operating loss that 
would ult imately be al lowed in such cases. Fo r those of you who 
are interested, the report contains a number of i l lustrations showing 
the effect of the proposed change on various types of acquisitions 
and wi th vary ing percentages of ownership changing hands. The 
report also covers the situation where there were intercompany stock 
holdings prior to the acquisit ion. The provisions of Section 382 as 
proposed would not apply if at least three years prior to the acquisi-
t ion more than 50 per cent of the value of the outstanding stock of 
each corporation was owned by the same persons in substantially 
the same proportions. 
In addition to the purely mathematical tests to determine the 
availabil i ty of carryovers, the advisory group suggests an amendment 
to Section 269 to provide for situations in which a corporation having 
sold its assets really is no longer engaged in a business, even though 
it may own assets. The group suggested an amendment to Section 
269 which would take the form of a presumption that an acquisit ion 
is for one of the purposes condemned by Section 269 where subsequent 
to the acquisit ion the corporation does not continue the business 
conducted prior to the acquisit ion. W h a t they propose in effect is 
to transfer the provision in 382(a) 1(c) from 382 and make it a part 
of Section 269. The group, however, has made no suggested revision 
of Section 269. 
If the Committee's suggestions on Section 382 are adopted in 
principle, it seems clear that many loss-corporation transactions now 
permitted w i l l be prevented. Whether this is desirable or not may be 
a matter of op in ion; one result would be to foreclose even more the 
possibi l i ty of the shareholders of a loss corporation from real iz ing 
on the tax losses sustained by their corporation by sell ing the corpo-
ration or its assets. F r o m the point of view of revenue this may be 
desirable, but from the point of v iew of prospective sellers of cor-
porations it may wel l impose insuperable difficulties to the consum-
mation of transactions that might otherwise be desirable from the 
point of v iew of bai l ing out the shareholders of a loss corporation 
for at least a part of their investment. 
The foregoing is a rather sketchy summary of the proposed 
changes recommended by the advisory group. Thei r report, whi le 
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complicated, is an interesting and informative group of suggestions, 
many of which may wel l be adopted in future years. It w i l l be 
interesting to trace the course of statutory changes in Sub-chapter C 
to see how many of the ideas and suggestions recommended by this 
group finally blossom out into new statutory provisions. In the 
meantime they should be considered as straws in the wind, and 
prospective transactions might wel l be considered both from the 
standpoint of present code provisions and from the standpoint of 
the proposals contained in this group's report. 
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